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DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C. § 6103. This
advice contains confidential information subject to attorney-client and
deliberative process privileges and if prepared in contemplatiomn of litigation,
subject to the attorney work product privilege. Accordingly, the Examination or
Appeals recipient of this document may provide it only to those persons whose
official tax administration duties with respect to this case require such
disclosure. In no event may this document be provided to Examination, Appeals,
or other persons beyond those specifically indicated in this statement. This
advice may not be disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is not a fimal
case determination. Such advice is advisory and does not resolve Service
position on an issue or provide the basis for closing a case. The determination
of the Service in the case is to be made through the exercise of the independent
judgment of the office with jurisdiction over the case.

DISCUSSICN

We write in response to your oral request for adv;ce in the
above-referenced case.

You asked whether the loss realized on the worthlessness of
section 197 assets, which were written off prior to the time they
were fully amortized, must be disallowed and allocated to the basis
of a covenant not to compete acquired in the same transac+tion.
Additionally, you asked whether, if the first question is answered
in the affirmative, the reallccated basis must be amortized over
the remaining portion of the l5-year period prescribed in section
137, even though the contractual term of the covenant not to
compete was less than 15 years.

CONCLUSION

The loss on the worthlessness of the sectien 197 intangibles
is disallowed and must be reallocated to any remaining section 197
intangibles acquired in the same or series of related transactions.
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Further, to the extent that the loss is allocated to the covenant
not to compete, the basis must continue to be amortized over the

remaining lS5-year period.

However, we suggest that further factual development be
undertaken to determine whether any secticon 197 intangibles, other
than the covenant not to compete, were retained. We also caution
that, to the extent that all of the interests acguired from

became worthless or were disposed of, the covenant not to
compete may also be considered worthless. Further development of
this area is also warranted.

of

e assets
i .1 The

in

The taxpaver acguj
N ¢ on

assets consisted primarily of technical manuals, patents, .
copyrights and similar assets. The acguisition was made as part of
the acguisition of the trade or business of _ In '

connection with the asset acquisition, the taxpaver negotiated a
covenant not to comiete with . _The

covenant bound not to compete for a period of [l vears.

In . the taxpayer determined that the intangible assets
acguired fromi (the technical manuals, etc.) were ‘

worthless. The taxpayer wrote off the remaining basis of those
assets. The taxpayer claimed the loss on its tax return.

ANALYSIS

I.R.C. § 197(a) provides that section 197 intangibles shall
be amortized ratably over a 15 year period. Section 197 is the
exclusive authority for amortizing such intangibles. I.R.C.

§ 197(b). Section 197 intangibles are any section 197 intangible
acquired after the effective date of the statute and which is held
in connection with the conduct of a trade or business or an
activity described in section 212,

Section 197(d) defines those assets which constitute section
197 intangibles. Such assets include:

. business books and records, operating systems, or
any other information base (including lists or other

! We assume for purposes of this memorandum that the
acquisition was made after the August 10, 1993 effective date of
section 197, added by the Revenue Reconciliation Act of 1993,
P.L. 103-66 or that the taxpayer made a valid election to apply
that section to the transaction.
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information with respect to current or prospective
customers). I.R.C. § 197 (d)(1l)(C)(ii);

. any patent, copyright, formula, process, design,
pattern, knowhow, format, or other similar item. I.R.C.

§ 197(d)(1)(C)(iii); and

. any covenant not to compete (or other arrangement to
the extent such arrangement has substantially the same
effect as a covenant not to compete) entered into in
connection with an acquisition (directly or indirectly)
of an interest in a trade or business or substantial

portion thereof. I.R.C. § 197(d)(1)(E).

Section 197(f)(1l)(A) provides that if any amortizable section
197 intangible acquired in a transaction or series of related
transactions is disposed of becomes worthless and one or more
other amortizable section 197 intangibles acquired in such
transaction or series of related transactions are retained, then
no loss shall be recognized by reason of the disposition or
worthlessness, and appropriate adjustments to the adjusted bases of
such retained intangibles shall be made for any loss not
recognized.

It is clear that the technical manuals, patents, copyrights
and similar assets acquired by the taxpayer fromias well
as the covenant not to compete constitute section 197 intangibles.
They are required to be amortized over 15 years regardless of the
actual economic useful lives of the assets.

The loss realized on account of the worthlessness of the
section 197 intangibles is not recognized. Instead, the
appropriate adjustment to the remaining section 197 intangibles
acquired in connection with the i transaction must be made.
The remaining section 197 intangibles, including the covenant not
to compete, are still subject to the 15 year amortization. See

Prop. Treas. Reg. § 1.197-2(g)(1l)(iii).

However, Prop. Treas. Reg. § 1.197-2(g}(1l)(iii) also suggests
that a covenant not to compete may be considered worthless when all
of the interests in the acquired trade or business become worthless
or are disposed of. We do not have enough information to determine
whether all of the interests in the * trade or business
became worthless or were disposed of in i 2lso, we do not know
whether there are any remaining section 197 intangibles, other than
the covenant not to compete, to which the basis could be allocated.
Because this information is necessary for a complete analysis, we
suggest that you make further inquiries.

If you have any questions or require our further assistance,
please phone attorney Lisa Primavera at (949) 360-2689.




